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V
TAX-FREE LIQUIDATION OF A SUBSIDIARY
Sherman Dye
Although liquidation normally results in gain or loss to the recipient
stockholder, this is not true in the case of complete liquidation of certain
subsidiary corporations.1
In order to qualify for the special treatment, the parent corporation
must own at least eighty per cent of the combined voting power of all
classes of voting stock and at least eighty per cent of the total shares of
all other classes of stock except that non-voting stock which is limited and
preferred as to dividends. The eighty per cent requirement must be
met at the time of adoption of the plan of liquidation and at all times
thereafter until the liquidation is completed.2
If the stock ownership test is met, there is the further requirement
that the liquidation be completed either within the taxable year of adoption
of the plan or prior to the close of the third taxable year following the
taxable year in which the first distribution under the plan is made.4
If the liquidation is not completed in the first year, the Commissioner
may require bond and waiver of the statute of limitations to assure payment of the tax which may be due if the liquidation is not completed
within the three-year period or if the parent ceases to own the prescribed
stock.5
Under both the statute and the Regulations the rules concerning taxfree liquidation apply regardless of the form in which the transaction is
cast under local law.0 For example, it is frequently easier to merge a
wholly-owned subsidiary into the parent rather than to liquidate the
subsidiary. As a practical matter this may eliminate the necessity of preparing deeds to real estate and similar details which would be required
under local law in a liquidation. Despite the fact that the merger route
is followed, the transaction will be treated as a liquidation of an eighty
per cent subsidiary by the Internal Revenue Service.
1. INT. REV. CODE OF 1954, § 332 [hereinafter cited as CODE § 1. Subsection (a) provides:
"No gain or loss shall be recognized on the receipt by a corporation of property distributed in
complete liquidation of another corporation."
2. CODE §332(b)(1).
3. CODE § 332(b) (2).
4. CODE § 332(b) (3).
5. CODE § 332(b).
6. CODE § 332(b); Treas. Reg. § 1.332-2(d) (1955) [hereinafter cited as Reg. §).
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At one time there was doubt whether the tax-free liquidation provisions would apply where all or a substantial part of the subsidiary's
assets had been converted into cash.7 The doubt has been dispelled. The
tax-free liquidation rules apply to the parent even though only cash is
received.'
Where there is indebtedness from the subsidiary to the parent,
amounts received by the parent are first treated as payment to it on the
debt. Only after the debt is fully paid are amounts distributed considered
to be received for the stock. This means that there may be a gain upon
liquidation of a subsidiary if the debt from the subsidiary has a basis less
than the amount received in payment.
In order for the tax-free liquidation provisions to apply there must
be some payment with respect to the stock. Thus in the case of an insolvent subsidiary whose assets are insufficient to pay its debts, the parent
may realize a loss. The loss would apply both to the unpaid portion of
the debt and to the stock which is worthless. In the case of a ninety-five
per cent owned subsidiary, the loss on the worthless stock would be an
ordinary loss?
The special rules applicable to the eighty per cent parent corporation
do not apply to the minority shareholders. For the minority shareholders
the liquidation is a taxable transaction, and the general rules of gain or
loss and basis apply.'"
In the case of the parent corporation, the basis of the assets received
in liquidation is the same as the basis to the subsidiary." Where property is received in payment of a debt, no gain is realized by the subsidiary,
and as a consequence the parent takes the subsidiary's basis for the
property.'2
Exception to the Carry-Over of Basis Rule
There is an exception to the carry-over of basis rule in the liquidation
of an eighty per cent owned subsidiary which applies if certain conditions
7. See Tri-Lakes S.S. Co. v. Commissioner, 146 F.2d 970, 972 (6th Cir. 1945).
8. Ibid.
9. CODE § 165(g) (3). In a case under the 1939 Code the taxpayer owned both common
and preferred stock in a wholly-owned subsidiary. On liquidation it received less than the par
value of the preferred and claimed a worthless stock loss with respect to the common stock on
the ground that nothing was received with respect to the common stock. The taxpayer argued
that the predecessor of section 332 was inapplicable, while the government contended that the
statute denied a loss on liquidation of a wholly-owned subsidiary. The Tax Court and the
Second Circuit upheld the taxpayer. Spaulding Bakeries, Inc., 27 T.C. 684 (1957), nonacq.,
1957-2 CUM. BULL. 8, affId, 252 F.2d 693 (2d Cit. 1958).
10. Reg. § 1.332-5 (1955). In this connection it is important that the requirements of section 337 be complied with, in order to protect the rights of the minority shareholders to apply
section 337(d).
11. See CODE § 334(b) (1).
12. See CODE §5 332(c), 334(b) (1).
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are met.'" These conditions are: (1) the parent must have acquired
eighty per cent of the stock by purchase within a twelve-month period;
(2) the plan of liquidation must be adopted not more than twenty-four
months after acquisition of the eighty per cent control.
If these two tests are met, the basis of the stock is apportioned among
the tangible and intangible assets received in the liquidation, and the
cost of the stock to the parent governs, not the basis of the assets to the
subsidiary, as is true in most cases.
For the exception to apply the stock must be acquired by purchase.
This means it cannot have been acquired by gift, inheritance, or in a
reorganization or similar transaction." Also, the stock cannot have been
acquired from a person where ownership would have been attributed to
the taxpayer under section 318 (a)."
In a situation in which all the stock is not acquired in a single transaction, the twenty-four month period begins on the day following the
earliest date which is the end of a period of twelve months or less during
which the eighty per cent was acquired.' 6
In such a situation the statute provides for adjustment of the basis of
the stock for the purpose of determining the basis to be carried over to
the assets. This adjustment is for distributions (whether as dividends or
otherwise) made prior to adoption of the plan of liquidation, for money
received, for liabilities assumed, and for other items.' The adjustments
are to be in accordance with Regulations adopted by the Commissioner.'"
These Regulations are so complex that detailed analysis in the absence of
a specific fact situation would be meaningless. In essence they provide
for adjustment for distributions prior to adoption of the plan of liquidation except to the extent that such distributions are from earnings received after acquisition of the stock. These Regulations should be carefully examined before undertaking a liquidation of an eighty per cent
subsidiary where the eighty per cent has been acquired within a twelvemonth period so that the basis of the stock is to be apportioned among
the assets received in liquidation.
As in the case of the liquidation of eighty per cent subsidiaries which
were not recently acquired, the special rules of section 334(b) (2) do
not apply to minority shareholders.'
13. CODE § 334(b) (2).
14. CODE § 334(b) (3).
15. Ibid.
16. Reg. § 1.334-1(c) (3) (i) (1958).
17. CODE § 334(b) (2) (B).
18. Reg. §§ 1.334-1(c) (4),(5) (1958).
19. Reg. § 1.334-1 (c) (7) (1958).

